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Message To Shareholders

or Westborough Financial

Services, Inc. and its wholly
owned subsidiary, Westborough
Bank, the 2004 fiscal year ended
on a positive note. Basic
earnings per share for fiscal year
2004 were $0.77 on net income of
$1.2 million, as compared to
*$0.63 on net income of $966
thousand for fiscal year 2003.
Although interest and dividend
income declined during the year
due to a decrease in interest rates
earned, net interest income
increased by 4.0% to $8.5 million.
The increase was attributable to
our overall lower cost of funds
during the year. Other income,
consisting primarily of customer
service fee income and gains on
securities and loans sold, also
increased during the year. This
coupled with improved controls of
operating expenses (held to
growth of 3.2%) resulted in the
23.3% improvement in bottom
line net income.

Fueled by an increase in our loan
portfolio of $23.7 million (16.8%)
the Company's total assets
increased by $7.9 million (3.1%)
during the fiscal year. This less
than enviable growth rate was a
result of deposit outflow of $4.2

million (1.9%) as customers
sought higher returns in the
improving stock market. The

deposit outflow was most notable,
as anticipated, in our Shrewsbury
market place where we closed

“our underperforming supermarket
‘branch in May 2004.
“overall deposit flow was negative,
-we did experience an increase in

While

low-cost retail personal and

- business checking accounts with
little or no cost of funds.

In May of 2004, our Board of
| Directors gathered for a day and
| a half to develop a strategic plan

to guide the Company over the
next three to five years. The plan
calls for continued commitment to
our customers, employees,
communities and to you, our
shareholders, in the years ahead.
The plan calls for continued
investment in people and
technology which has already
resulted in exciting changes and
improvements to the Company.
Based on the research and effort
of our bank-wide technology task
force, we enhanced our internet
and bill payments functionality to
better service our growing
customer base. In addition, with
the introduction of our new web
site which includes an online
mortgage loan  application
feature, customers can apply for
any of our mortgage products
from any ~ T
computer

at any
time they
choose,
day or
night.
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Also,

during: : et
the year we were extremely
honored and proud to have been
profiled in the local print media as
the only one of 31 public
companies in Central
Massachusetts to have three
women as members of our Board
of Directors. Charlotte C.
Spinney has served on our Board
for ten years, Phyllis A. Stone for
five years and Nancy M. Carlson
joined the board in 2003. All three

bring a wealth of business
knowledge and community
involvement to the Board.

Of course, our accomplishments
in 2004 would not have been
possible absent the dedication of
our entire Board. In any public
company, the Board of Directors
plays an important role
in developing policies
and strategies, overseeing
management and monitoring
performance. We have been
extremely fortunate to have Board
members with the highest level of
commitment and guidance. In
particular, we wish to thank Roger
Leland who is retiring from the
Board after thirty years and
serving as our Chairman during
2004. We will miss his common
sense  business  approach,
leadership and sound judgment.

A sincere thank you as well to our

entire staff, who on a day to day

basis interact with our customers,
providing customer service that is
second to none.

On behalf of the Board of

"Directors, | want to
= pledge our continued
commitment to our

shareholders customers
and community.

Sincerely,

G o Gdarsd

Joseph F. MacDonough
President & CEO
December 1, 2004




MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

Forward Looking Statements

Westborough Financial Services, Inc. (the “Company”) and The Westborough Bank (the “Bank”)
may from time to time make written or oral "forward-looking statements" which may be identified by the
use of such words as “may,” “could,” “should,” “would,” “believe,” “anticipate,” “estimate,” “expect,”
“intend,” “plan” and similar expressions that are intended to identify forward-looking statements.
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Forward-looking statements include statements with respect to the Company’s beliefs, plans,
objectives, goals, expectations, anticipations, estimates and intentions, which are subject to significant
risks and uncertainties. The following factors, many of which are subject to change based on various
other factors beyond the Company’s control, and other factors identified in the Company’s filings with
the Securities and Exchange Commission and those presented elsewhere by management from time to
time, could cause its financial performance to differ materially from the plans, objectives, expectations,
estimates and intentions expressed in such forward-looking statements. Examples of forward-looking
statements include, but are not limited to, estimates with respect to our financial condition, results of
operations and business that are subject to various factors which would cause actual results to differ
materially from these estimates. These factors include, but are not limited to:

» conditions which effect general and local economies;

= changes in interest rates, deposit flows, demand for mortgages and other loans, real estate values
and competition;

= changes in accounting principles, policies, or guidelines;

= changes in legislation or regulation; and

= other economic, competitive, governmental, regulatory, and technological factors affecting our
operations, pricing, products and services.

This list of important factors is not exclusive. The Company or the Bank does not undertake to
update any forward-looking statement, whether written or oral, that may be made from time to time by or
on behalf of the Company or the Bank.



General

The Company is a Massachusetts chartered mid-tier holding company that completed its initial
public offering in February 2000 in the reorganization of The Westborough Bank (the “Bank”) from a
Massachusetts chartered mutual savings bank into the Massachusetts mutual holding company form of
organization. Pursuant to the reorganization, the Bank converted to a Massachusetts chartered stock
savings bank as a wholly-owned subsidiary of the Company, which is majority owned by Westborough
Bancorp, MHC (the "MHC"), a Massachusetts chartered mutual holding company. The Company's
common stock is traded on the Over-the-Counter Bulletin Board under the symbol "WFSM.OB."

Unless otherwise indicated, the information presented herein represents the consolidated activity
of the Company and its subsidiary. The following discussion and analysis should be read in conjunction
with the consolidated financial statements and related notes that are included within this report.

The business of the Bank consists of attracting deposits from the general public and using these
funds to originate various types of loans primarily in the towns of Westborough, Northborough,
Shrewsbury and Grafton, Massachusetts, including residential and commercial real estate mortgage loans
and, to a lesser extent, consumer and commercial loans.

The Bank's profitability depends primarily on its net interest income, which is the difference
between the interest income the Bank eamns on its loans and securities portfolio and its cost of funds,
which consist primarily of interest paid on deposits and borrowings from the Federal Home Loan Bank
(the “FHLB”). Net interest income is affected by the relative amounts of interest-earning assets and
interest-bearing liabilities and the interest rates earned or paid on these balances. When interest-earning
assets approximate or exceed interest-bearing liabilities, any positive interest rate spread will generate net
interest income.

The level of other (non-interest) income and operating expenses also affects the Bank’s
profitability. Other income consists primarily of customer service fees, gains and losses on sales of
securities and mortgages, income from the sale of non-deposit investment products and increases in bank-
owned life insurance. Operating expenses consist of salaries and benefits, occupancy-related expenses
and other general operating expenses.

The operations of the Company, and banking institutions in general, are significantly influenced
by general economic conditions and related monetary and fiscal policies of financial institutions’
regulatory agencies. Deposit flows and the cost of funds are influenced by interest rates on competing
investments and general market rates of interest. Lending activities are affected by the demand for
financing real estate and other types of loans, which in turn are affected by the interest rates at which such
financing may be offered and other factors affecting loan demand and the availability of funds.

Business Strategy

In past years, the Bank's primary management strategy has been to offer savings and certificate of
deposit accounts and residential mortgage loans in the market area of Westborough, Massachusetts and
surrounding communities. In recent years, the Company has adopted a growth-oriented strategy that has
focused on expanding its product lines and services, providing expanded electronic and traditional
delivery systems for its customers and extending its branch network. The Bank believes that this business
strategy is best for its long-term success and viability, and complements its existing commitment to high
quality customer service. In connection with the Bank's overall growth strategy, it seeks to:
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¢ continue to focus on expanding its residential lending and retail banking franchise, and increasing
the number of households served within its market area;

e expand its commercial banking products and services for small- and medium-sized businesses, as
a means to increase the yield on its loan portfolio and to attract lower cost transaction deposit
accounts;
expand its branch network to increase its market share;

¢ increase the use of alternative delivery channels, such as Intemet-based and telephonic banking;
and

o offer a variety of non-deposit investment products and services as a means to compete for an
increased share of its customers' financial service business and improve fee-based income.

In order to create a platform for the accomplishment of the Company’s goals, management has
made significant investments in its physical infrastructure and human and technological resources. The
Bank recently completed constructing an enlarged 23 Maple Avenue, Shrewsbury branch office. The
previous, 900 square foot 19 Maple Avenue branch has been closed and customers are utilizing the new,
expanded facility. In the spring of 2004, our Shaw’s Supermarket branch office in Shrewsbury closed and
customers were encouraged to utilize our new, enlarged, Shrewsbury branch facility. Such investments
have been necessary to ensure that adequate resources are in place to offer increased products and
services. Management believes that its long-term profitability should improve as it realizes the benefits of
diversified product lines and market share growth.

Asset/Liability Management; Market Risk Analysis

A primary component of the Company’s market risk is interest rate volatility. Fluctuations in
interest rates will ultimately impact both the Bank's level of income and expense recorded on a large
portion of its assets and liabilities. Fluctuations in interest rates will also affect the market value of all
interest-earning assets, other than those that possess a short term to maturity.

The primary objective of the Bank's interest rate management strategy is to optimize its economic
value and net income under likely market rate scenarios. To achieve this objective, the Bank has
developed policies and procedures to assist senior management in evaluating and maintaining acceptable
levels of interest rate risk, liquidity risk and capital. In particular, the Bank seeks to coordinate asset and
liability decisions so that, under changing interest rate scenarios, earnings will remain within an
acceptable range.

Due to the nature of the Bank's operations, it is not subject to foreign currency exchange or
commodity price risk. The Bank's real estate loan portfolio, concentrated in the towns of Westborough,
Northborough, Shrewsbury and Grafton, Massachusetts, is, however, subject to risks associated with the
local economy. Historically, the Bank's lending activities have emphasized one- to four-family residential
mortgage loans, and the Bank's primary source of funds has been deposits. In recent years, the Bank has
attempted to employ certain strategies to manage the interest rate risk inherent in this asset/liability mix,
including: (a) investing in securities with relatively short maturities or call dates; (b) maintaining and
promoting, through various programs and strategies, a concentration of less interest rate sensitive “core
deposits;” (¢) emphasizing the origination or purchase and retention of adjustable-rate one- to four-family
loans; (d) emphasizing the origination of commercial loans with short-term maturities; and (e) borrowing
funds from the FHLB, which may be used to originate or purchase loans with similar anticipated cash
flow characteristics. The Bank believes that the frequent re-pricing of its adjustable-rate mortgage loans
and short-term securities, which reduces the exposure to interest rate fluctuations, will help stabilize the
Bank's net interest margin.




The actual amount of time before mortgage loans and mortgage-backed securities are repaid can
be significantly impacted by changes in mortgage prepayment rates and market interest rates. Mortgage
prepayment rates will vary due to a number of factors, including the regional economy in the area where
the underlying mortgages were originated, seasonal factors, demographic variables and the assumability
of the underlying mortgages. However, the major factors affecting prepayment rates are prevailing
interest rates, related mortgage refinancing opportunities and competition. The Bank monitors interest
rate sensitivity so that it can make adjustments to its asset and liability mix on a timely basis.

Gap Analysis. The matching of assets and liabilities may be analyzed by examining the extent to
which such assets and liabilities are “interest rate sensitive” and by monitoring a bank's interest rate
sensitivity “gap.” An asset or liability is deemed to be interest rate sensitive within a specific time period
if it will mature or re-price within that time period. The interest rate sensitivity gap is defined as the
difference between the amount of interest-earning assets maturing or re-pricing within a specific time
period and the amount of interest-bearing liabilities maturing or re-pricing within that same time period.

At September 30, 2004, the Company’s cumulative one-year gap position, which measures the
difference between the amount of interest-earning assets maturing or re-pricing within one year, and
interest-bearing liabilities maturing or re-pricing within one year, was a negative 18.47% of total assets.
A gap is considered negative when the amount of interest rate sensitive liabilities exceeds the amount of
interest rate sensitive assets. A gap is considered positive when the amount of interest rate sensitive assets
exceeds the amount of interest rate sensitive liabilities. Accordingly, during a period of rising interest
rates, an institution with a negative gap position generally would not be in as favorable a position,
compared to an institution with a positive gap, to invest in higher yielding assets. The resulting yield on
an institution's assets generally would increase at a slower rate than the increase in its cost of
interest-bearing liabilities. Conversely, during a period of falling interest rates, an institution with a
negative gap would tend to experience a re-pricing of its assets at a slower rate than its interest-bearing
liabilities which, consequently, would generally result in its net interest income growing at a faster rate
than an institution with a positive gap position.

The following table sets forth interest-earning assets and interest-bearing liabilities outstanding at
September 30, 2004, which is anticipated by the Company, based upon certain assumptions, to re-price or
mature in each of the future time periods shown. Except as stated below, the amount of assets and
liabilities shown which re-price or mature during a particular period were determined in accordance with
the earlier term to re-pricing/call date or the contractual maturity of the asset or liability. The table sets
forth an approximation of the projected re-pricing of assets and liabilities at September 30, 2004, on the
basis of contractual maturities, anticipated prepayments and scheduled rate adjustments within a three-
month period and subsequent projected time intervals. The loan amounts in the table reflect principal
balances expected to be redeployed and/or re-priced as a result of contractual amortization and as a result
of contractual rate adjustments on adjustable-rate loans.




GAP Table Amounts Maturing or Re-pricing as of September 30, 2004
less than 3 3tob 6 months 1to 3to 5to over
months months to 1 year 3 years 5 years 10years | 10years Total
Interest-earning Assets (1) ($ in thousands)
Short-term investments (2) $4 643 $0 $0 $0 $0 $0 $0  $4643
Investment securities (3) 4,354 1,656 4,336 27,487 4,208 0 0 42041
Mortgage and asset backed securities 0 231 466 1,313 13,032 3,670 14248 32,960
Loans (4) 19,324 1,235 4492 12,848 14772 55,771 57796 166238
Total interest-earning assets 28321 3122 9.294 41,648 32012 59,441 72044 245882
Interest-bearing Liabilities:
NOW accounts {5) 2,004 2,004 2,005 2,005 0 0 12026 20,044
Regular and other savings accounts (5) 11,217 11,218 11,217 11,218 0 0 67,304 112,174
Money market deposit accounts (5) 614 614 614 614 0 0 3,683 6,139
Certificate of deposit accounts 11,264 13,536 8,323 12,090 1,049 0 0 48222
Federal Home Loan Bank advances (6) 5,500 0 8,000 5,500 2,500 0 0 21,500
Mortgage escrow deposits 312 0 0 0 0 0 ] 312
Total interest-bearing liabilities 30911 27432 31159 31427 4,449 0 83013 208391
Interest sensitivity gap ($2.590) ($24.310)  ($21,865) $10,221 $27563  $59.441  (310969) $37.491
Cumulative interest sensitivity gap ($2,590) ($26,900) ($48765) (338544 ($10381) 348480 $37.491
Cumulative interest sensitivity gap
as a percent of total assets .98% -10.19% -18.47% -14.60% -4.16% 18.36% 14.20%
Cumulative interest sensitivity gap as a
percent of total interest-earning assets -1.05% -10.94% -19.83% -15.68% 4.47% 19.71% 15.25%
Cumulative interest sensitivity gap as a
percent of total interest-bearing liabilities -1.24% -12.91% -23.40% -18.50% -5.27% 23.25% 17.99%

(1) Interest-eaming assets are included in the period in which the balances are expected to be redeployed and/for re-priced as a result of
anticipated prepayments, scheduled rate adjustments, call dates and contractual maturities.

(2) Short-term investments include federal funds, money market mutual funds and interest-earning amounts in the Federal Home Loan
Bank of Boston.

(3) Investment securities are at market value. Common stock and stock in the Federal Home Loan Bank of Boston is included in the
less than 3 month column,

{4) Loans are principal balances, net of deferred loan costs/fees/discounts/premiums on purchased loans and unadvanced funds.

(5) 80% of NOW, regular and other savings and money market deposit accounts are included in the over ten year period and the
remaining allocated evenly within the four intervals up to and including one to three years.

(6) Federal Home Loan Bank advances are categorized by contractual maturity date.




Certain shortcomings are inherent in the method of analysis presented in the Gap Table. For
example, although certain assets and liabilities may have similar maturities or periods to re-price, they
may react in different degrees to changes in market interest rates. Also, the interest rates on certain types
of assets and liabilities may fluctuate in advance of changes in market interest rates, while interest rates
on other types may lag behind changes in market rates. Additionally, certain assets such as
adjustable-rate loans have features, which restrict changes in interest rates both on a short-term basis and
over the life of the asset. Further, in the event of changes in interest rates, prepayment and early
withdrawals, the level would likely deviate significantly from those assumed in calculating the table.
Finally, the ability of many borrowers to service their adjustable-rate loans may decrease in the event of
an interest rate increase.

The following table sets forth certain information relating to the Company's financial condition
and net interest income at and for the years ended September 30, 2004, 2003, and 2002, and reflects the
average yield on assets and average cost of liabilities for the periods indicated. Such yields and costs are
derived by dividing interest and dividend income or interest expense by the average balance of assets or
liabilities, respectively, for the periods shown. Average balances are derived from average daily balances.
The yields include fees and costs, which are considered adjustments to yields. Loan interest and yield
does not include any accrued interest from non-accrual loans.




For the Year Ended September 30,

(1) Short-term investments include federal funds, money market mutual funds and interest eaming amounts in the Federal Home Loan Bank of Boston.

(2) Allinvestment securities are considered available for sale.

(3) Loans are net of deferred loan origination costs/fees, allowance for loan losses, discount/premium on purchased loans and unadvanced funds.
(4) Savings accounts include the balance in mortgagors' escrow accounts. ‘
(5) Netinterest rate spread represents the difference between the weighted average yield on interest-eaming assets and the weighted

average cost of interest bearing liabilities.

(6) Netinterest margin represents net interest income as a percentage of average interest-eaming assets.

2004 2003 2002
Average Average Average
Average Yieldor | Average Yield or Average Yield or
Balance Interest Cost Balance Interest Cost Balance Interest Cost
($ in thousands)
Assets:
Interest-eaming assets:
Short-term investments (1) $5,037 $47 0.93% $12,671 $117 0.92% $11,956 $192 161%
Investment securities (2) 91,511 3,588 3.82% 87,172 3,983 457% 68,194 4,068 5.97%
Loans (3) 144,942 7,858 542% 133,349 7,983 5.99% 136,118 8594 7.05%
Total interest-eaming assets 241,490 11,494 4.76% 233,192 12,083 5.18% 216,268 13.854 6.40%
Non-interest-eaming assets 17,599 17,824 16,795
Total assets $259,089 $251.016 $233.063
Liabilities and Equity:
Interest-bearing liabilities:
NOW accounts $19,597 20 0.10% $18,489 29 0.16% $17,032 73 043%
Savings accounts (4) 115,483 1,229 1.06% 106,868 1,500 1.40% 86,667 1,899 2.19%
Money market deposit accounts 5325 53 1.00% 5,567 69 1.24% 5,903 101 1.71%
Certificate of deposit accounts - 49443 1,021 207% 59,911 1,673 2.79% 63,848 2,509 3.93%
Total interest-bearing deposits 189,848 2,323 1.22% 190,835 327 1.71% 173,450 4,582 2.64%
FHLB advances 16,215 639 3.94% 8,500 810 6.42% 11,677 776 6.65%
Total interest-bearing liabifities 206,083 2862 1.44% 200,335 3,881 1.94% 186,127 5358 2.89%
Non-interest bearing deposits 22,229 20,108 18,156
Other non-interest-bearing liabilities 2,050 2,047 2517
Total non-interest-bearing liabilities 24 279 22,155 20,673
Total liabilities 230,342 222,490 205,800
Total stockholders' equity 28747 28,526 27,263
Total liabilities and stockholders' equity $259.089 $251.016 $233.063
Net interest income $8.532 $8.202 $8.496
Net interest rate spread (5) 3.32% 3.24% 351%
Net interest margin (6) 353% 3.52% 393%
Ratio of interest-eaming assets to
interest-bearing liabilities 1172.18% 116.40% 116.82%




The following table presents the extent to which changes in interest rates and changes in the volume of
interest-earning assets and interest-bearing liabilities have affected our interest income and interest
expense during the years indicated. Information is provided in each category with respect to:

¢ changes attributable to changes in volume (changes in volume multiplied by prior rate);
e changes attributable to changes in rate (changes in rate multiplied by prior volume); and

¢ the net change.

The changes attributable to the combined impact of volume and rate have been allocated proportionately
to the changes due to volume and the changes due to rate.

Interest-earing assets:
Short-term investments (1)
Investment Securities (2)
Loans (3)

Total interest-earning assets

Interest-bearing liabilities:
NOW accounts
Savings accounts (4)
Money markét deposit accounts
Certificate of deposit accounts
Total interest-bearing deposits
Borrowed funds
Total interest-bearing liabilities
Net change in net interest income

Year Ended September 30, 2004

Year Ended September 30, 2003

Compared to Year Ended Compared to Year Ended
September 30, 2003 September 30, 2002
Increase (Decrease) Increase (Decrease)

Due to Due to
Volume 1 Rate | Net Volume I Rate ] Net
($ In thousands)

($71) $1 (870 $12 ($87) (875)
191 (586)  (395) 988 (1,073) (85)
663 (787)  (124) 192 (1419)  (1.611)
783 1,372) (589) 808 2,579 1,771

2 (1) 9 6 (50) (44)
114 (385) (271) 380 (779) (399)
(3) (13 (16 (8) (27) (32)

262 (3%0) (652) (147) (689)  (836)

(149) (799)  (948) 234 (1,545)  (1,311)
323 (294) 28 (141) (25  (166)
174 1,083 919 93 1,570 1477

$609 ($279) $330 S715  (81.009)  ($294)

{1) Short-term investments include federal funds, money market mutual funds and interest

earning amounts in the Federal Home Loan Bank of Boston.
(2) Allinvestment securities are considered available for sale.

(3) Loans are net of deferred loan origination costs (fees), allowance for loan losses,

discounts/premiums on purchased loans and unadvanced funds.

(4) Savings accounts include the balance in mortgagors' escrow accounts.
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Comparison of Financial Condition at September 30, 2004 and September 30, 2003

The Company’s total assets increased by $7.9 million, or 3.1%, to $264.0 million at September
30, 2004 from $256.1 million at September 30, 2003. Loans increased by $23.7 million, or 16.8%, to
$165.3 million at September 30, 2004 from $141.6 million at September 30, 2003. Much of this loan
growth was the result of a successful wholesale mortgage broker program and attractive retail and
business loan products. The loan growth occurred primarily in 25 year bi-weekly loans and various
adjustable-rate retail and commercial real estate loans. Securities available for sale decreased by $14.6
million, or 16.7%, to $73.0 million, at September 30, 2004 as compared to $87.6 million at September 30,
2003. The majority of the proceeds from the sale and maturity of securities available for sale were
reinvested in the loan portfolio. The primary areas of decrease in securities available for sale were in the
categories of federal agency obligations and federal agency mortgage-backed securities. Asset quality
remained strong, as non-performing assets declined to $121 thousand at September 30, 2004, compared to
$634 thousand at September 30, 2003.

While deposits declined by $4.2 million, or 1.9%, to $211.7 million from $215.9 million, FHLB
advances increased by $12.0 million, or 126.3%, to $21.5 million at September 30, 2004 from $9.5
million at September 30, 2003. The increase in advances was used primarily to fund deposit outflows and
loan growth. During the year, some maturing certificates of deposit and saving account customers chose
to withdraw their funds. In response to those withdrawals, the Company increased low-cost borrowing
from the FHLB. Alternatively, during the year, the Company experienced an increase in low-cost retail
checking accounts and non-interest bearing personal and business checking accounts.

Total stockholders’ equity declined by $13 thousand, to $28.7 million at September 30, 2004
primarily as a result of a decline in the after-tax market value of securities available for sale, somewhat
offset by net income of $1.2 million, less dividends paid to shareholders of $318 thousand. Accumulated
other comprehensive after-tax income at September 30, 2004 was $159 thousand, as compared to $1.3
million at September 30, 2003. The Company’s securities consist primarily of interest-rate sensitive
securities, whose market value changes inversely with changes in market interest rates. Interest rates at
September 30, 2004 were generally higher than rates at September 30, 2003 and, accordingly, the after-
tax market value of securities available for sale declined. Deferred income tax benefits associated with
this market value decline were approximately $615 thousand.

Comparison of Operating Results for the Years Ended September 30, 2004 and 2003

Net Income. The Company reported earnings per share (dilutive) for fiscal year ended September
30, 2004 of $0.76 on net income of $1.2 million, as compared to $0.62 per share (dilutive) on net income
of $966 thousand for fiscal year ended September 30, 2003. For year ended September 30, 2004, net
income increased by $225 thousand, or 23.3%, to $1.2 million, as compared to $966 thousand, for year
ended September 30, 2003. The Company’s return on average assets was 0.46% for year ended
September 30, 2004 as compared to 0.38% for year ended September 30, 2003.

Interest and Dividend Income. Interest and dividend income declined by $589 thousand, or 4.9%,
to $11.5 million for the year ended September 30, 2004 from $12.1 million for the year ended September
30, 2003. The decrease in interest and dividend income was mainly the result of a decline in the earnings
rate earned on interest-earning assets offset, to a lesser extent, by an increase in the volume of interest-
earning assets. The average rate earned on interest-earning assets was 4.76% on average earning assets of
$241.5 million and 5.18% on average interest-earning assets of $233.2 for the years ended September 30,
2004 and 2003, respectively. The generally declining interest rate environment translated into reduced
rates earned on loans, investment securities and short-term investments. Additionally, some loan
customers renegotiated their existing loan interest rate that, accordingly, lowered the interest rate earned
by the Company on those loans.




The average balance of loans for the year ended September 30, 2004 was $144.9 million, earning
5.42% for the year. This compares to an average-balance of loans for the year ended September 30, 2003
of $133.3 million, eamning 5.99% for the year. During the year ended September 30, 2004, the Company
experienced net variable rate, one-to-four family residential loan growth of $16.5 million and net
commercial real estate loan growth of $6.0 million. The average balance of investment securities for the
year ended September 30, 2004 was $91.5 million, earning 3.92% for the year. This compares to an
average balance of investments securities for the year ended September 30, 2003 of $87.2 million, earning
4.57% for the year. Finally, the average balance of short-term investments for the year ended September
30, 2004 was $5.0 million, earning 0.93% for the year. This compares to an average balance of
short-term investments for the year ended September 30, 2003 of $12.7 million, earning 0.92% for the
year. Rates of interest on short-term investments were low when compared to other investment securities
and management has made a conscious effort to reduce its level of short-term investments.

Interest Expense. Interest expense declined by $919 thousand, or 23.7%, to $3.0 million for the
year ended September 30, 2004 from $3.9 million for the year ended September 30, 2003. Interest
expense declined mainly due to a decline in the average rate paid on interest-bearing liabilities offset, to a
lesser extent, by an increase in the average volume of interest-bearing liabilities. The average volume of
interest-bearing deposits declined to $189.8 million with a cost of 1.22% for the year ended September
30, 2004 as compared to $190.8 million with a cost of 1.71% for the year ended September 30, 2003. The
average volume of borrowed funds from the FHLB, however, increased to $16.2 million with a cost of
3.94% as compared to $9.5 million with a cost of 6.42% for the year ended September 30, 2003.

Net Interest Income. The Company's net interest rate spread increased to 3.32% for the year
ended September 30, 2004 from 3.24% for the year ended September 30, 2003. Net interest income
increased by $330 thousand for the year ended September 30, 2004, or 4.0%, to $8.5 million, from $8.2
million, for the year ended September 30, 2003. The increase was attributed to the combination of a
decrease of $589 thousand in total interest and dividend income offset, to a larger extent, by a decrease of
$919 thousand in total interest expense.

Provision for Loan Losses. The Company’s provision for loan losses increased by $70 thousand
for year ended September 30, 2004 and primarily reflects the result of the inherent risks associated with a
$6.0 million net increase in commercial loans and a $16.5 million net increase in variable-rate residential
loans for year ended September 30, 2004. The provision for loan losses is a result of management’s
periodic analysis of risks inherent in its loan portfolio from time to time, as well as the adequacy of the
allowance for loan losses. It is the Bank’s policy to provide valuation allowances for estimated losses on
loans based upon past loss experience, current trends in the level of delinquent and specific problem
loans, loan concentrations to single borrowers, adverse situations that may affect the borrower’s ability to
repay, the estimated value of any underlying collateral, and current economic conditions in our market
area. Accordingly, the evaluation of the adequacy of the allowance for loan losses is not based directly on
the level of non-performing loans. The allowance for loan losses, in management’s opinion, is sufficient
to cover losses in the Bank’s loan portfolio at this time. As the Bank expands its commercial lending
activities, management believes that growth in the provision for loan losses may be likely. Additionally,
while the Bank believes it continues to have excellent loan quality, with $121 thousand of non-accrual
loans and non-performing assets at September 30, 2004, the Bank recognizes that it is located in a market
and geographic area that is considered in the high technology and financial services belt and, most likely,
the Bank’s allowance for loan loss will reflect the relative health of these economic sectors. While Bank
management believes that its current level of allowance for loan losses is adequate, there can be no
assurance that the allowance will be sufficient to cover loan losses or that future adjustments to the
allowance will not be necessary if economic and/or other conditions differ substantially from the
economic and other conditions considered by management in evaluating the adequacy of the current level
of the allowance.
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Other Income. Other income increased $257 thousand, or 28.3%, to $1.2 million for year ended
September 30, 2004 as compared to $908 thousand for year ended September 30, 2003. Other income
consists of fee income for bank services, gains and losses from the sale of securities and loans and income
from bank-owned life insurance. Income from customer service fees increased by $98 thousand, or
17.4%, to $661 thousand for year ended September 30, 2004 as compared to $563 thousand for year
ended September 30, 2003, primarily due to the recognition of a non-refundable $71 thousand
prepayment fee from the payment in full of a $2.6 million commercial loan and due to an increase in fee
income from the sale of non-deposit investment products. Additionally, for year ended September 30,
2004, the Company sold $5.5 million of 30 year fixed-rate mortgage loans, with servicing retained by the
Bank, and recognized a pre-tax gain on such sales, including mortgage servicing rights, of $100 thousand,
as compared to $33 thousand for year ended September 30, 2003. Also, for year ended September 30,
2004, the Company sold securities for a net gain on the sale of such securities of $159 thousand, as
compared to a net gain of $121 thousand for year ended September 30, 2003. Security sales were
incurred primarily to fund increased loan growth. The Company’s marketable equity securities (primarily
common stock) at September 30, 2004 had a fair market value of $407 thousand, with a net unrealized
loss of $3 thousand. The Company’s internal investment policy requires it to either write-down to market
value, or sell, any common stock issue that has sustained a continuous decline in market value of 50% or
more, for a period of 9 months or more. At September 30, 2004, no common stock met such criteria.
Although the management of the Bank believes that it has established and maintained an adequate
accounting policy as it relates to investment impairment, such judgments involve a higher degree of
complexity and require management to make difficult and subjective judgments that often require
assumptions or estimates about highly uncertain matters. Changes in these judgments, assumptions or
estimates could cause reported results to differ materially. This critical policy and its application are
periodically reviewed with the Audit Committee and Board of Directors. Lastly, miscellaneous income
increased by 28.3%, to $245 thousand for year ended September 30, 2004 as compared to $191 thousand
for year ended September 40, 2003 primarily as a result of a net increase in cash surrender value of bank-
owned life insurance.

Operating Expenses. For year ended September 30, 2004, operating expenses increased by $297
thousand, or 3.9%, to $7.9 million, from $7.6 million for year ended September 30, 2003. Salaries and
employee benefits increased by $310 thousand, or 7.9%, to $4.3 million for year ended September 30,
2004, from $3.9 million for year ended September 30, 2003. The primary reasons for the increase were
due to general increases in staff salaries and increased expenses relating to supplemental employee
retirement plans, medical insurance and staff incentive compensation. As a result of a higher level of
services provided, data processing expenses increased by $57 thousand, or 9.5%, to $660 thousand for
year ended September 30, 2004 as compared to $603 thousand for year ended September 30, 2003.
Occupancy and equipment expenses declined by $71 thousand, or 5.5%, to $1.2 million for year ended
September 30, 2004 as compared to $1.3 million for year ended September 30, 2003 due primarily to a
savings associated with the closing of the Shaw’s Supermarket branch in April 2004 and a general decline
in depreciation due to more in-use equipment being fully depreciated. Also, professional fees declined as
a result of a decline in legal expenses.

Income Taxes. The provision for income taxes declined by $5 thousand, to $526 thousand for
year ended September 30, 2004, resulting in an effective income tax rate of 30.6%, as compared to an
effective income tax rate of 35.4% for year ended September 30, 2003. For year ended September 30,
2003 the Company recognized the income tax expense associated with filing amended tax returns with
respect to dividend received deductions taken in prior years on serial trust preferred securities. The
increase in taxes amounted to a 6.7% increase in the effective tax rate as compared to the statutory
corporate income tax rate.
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Liquidity and Capital Resources

The term “liquidity” refers to the Bank's ability to generate adequate amounts of cash to fund loan
originations, deposit withdrawals and operating expenses. The Bank's primary sources of funds are
deposits, scheduled amortization and prepayments of loan principal and mortgage-backed securities,
maturities and calls of investment securities and funds provided by the Bank's operations. From time to
time, the Bank has utilized borrowing from the FHLB as part of its management of interest rate risk and
to fund loan growth in periods when deposit growth is not sufficient to meet such loan growth. At
September 30, 2004, the Bank had $21.5 million in outstanding borrowing from the FHLB with a
weighted average interest rate of 3.37%, as compared to $9.5 million with a weighted average interest rate
of 5.36% at September 30, 2003.

The Bank generally makes loan commitments to borrowers not exceeding 45 days. At September
30, 2004, the Bank had $6.2 million in loan commitments outstanding, primarily to grant one- to
four-family residential real estate loans, commercial loans and commercial real estate loans. Unadvanced
funds on home equity lines of credit and commercial lines of credit at September 30, 2004 represented
$13.7 million and $1.0 million, respectively. Total deposits declined by $4.2 million during year ended
September 30, 2004 and increased $13.8 million and $17.0 million, during the years ended September 30,
2003 and 2002, respectively. During the current year, some maturing certificate of deposit and savings
account customers chose to withdraw their funds. In response to those withdrawals, the Company
increased low-cost borrowing from the FHLB. The level of deposit flows is affected by interest rates
offered by the Bank, products offered by competitors and other factors. Certificate of deposit accounts
scheduled to mature within one year were $34.2 million at September 30, 2004. Based on the Bank's
deposit retention experience and current pricing strategy, the Bank anticipates that a significant portion of
these certificates of deposit will remain with the Bank. The Bank is committed to maintaining a strong
liquidity position; therefore, it monitors its liquidity position on a daily basis. The Bank also periodically
reviews liquidity information prepared by the Federal Deposit Insurance Corporation (the “FDIC”),
Depositors Insurance Fund and other available reports that compare the Bank's liquidity with banks in its
peer group. The Bank anticipates that it will have sufficient funds to meet its current funding
commitments. Further, the Bank does not have any balloon or other payments due on any long-term
obligations other than the commitments.

The following table shows the Leverage ratio, Tier 1 risk-based capital and Total risk-based
capital ratios, for the Bank and consolidated Company, at September 30, 2004:
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Total risk-based capital

Tier 1 risk-based capital

Tier 1 leverage capital

Company
Bank

Company
Bank

Company
Bank

As of September 30, 2004

Minimum Minimum
Actual For Capital For prompt
Capital Percent of Adequacy Percentof | Corrective | Percent of
Amount Assets (1) Purposes Assets Action Assets

(Dollars in thousands)

$ 29496 2097% § 11,253 8.00% N/A N/A
$ 28,662 2054% § 11,165 800% $ 13,957 10.00%
§ 28546 2028% $ 5,626 4.00% N/A N/A
$ 7712 19.86%  § 5,583 400% & 87374 6.00%
$ 28,546 1079% § 10,578 4.00% N/A N/A
$ 27712 1048% $ 10,575 400% $ 13,219 5.00%

(1) For purposes of calculating Total risk-based capital and Tier 1 risk-based
capital, assets are based on total risk-weighted assets. In calculating Tier 1
leverage capital, assets are based on adjusted total average assets.

At September 30, 2004, the Bank was considered “well capitalized” under FDIC guidelines.
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Off-Balance Sheet Arrangements

The Company does not have any off-balance sheet arrangements that have or are reasonably
likely to have a current or future effect on the Company’s financial condition, revenues or expenses,
results of operations, liquidity, capital expenditures or capital resources that are material to investors.

The following table sets forth information relating to the Company’s payments due under
contractual obligations at September 30, 2004.

Payments due by period
Total | <yr [ 1-3yrs ] 3-5yrs l >5 yrs
Short-term debt (1) $ 3500 § 3500 § - § - §
Long-term debt (2) 18,000 5,000 5,500 7,500
Capital lease obligations - - - -
Operating lease obligations (3} 6 5 1 -

Purchase obligations - - - .
Other long-term liabilities reflected on the company's

balance sheet under GAAP - - - -

§ 21506 $ 8505 § 5501 $ 7,500 §

(1) Consists of FHLB advances with original maturities less than one year which are scheduled to mature within one year.

(2) Consists of FHLB advances with original maturities greater than one year which are scheduled to mature after September 30, 2004.
Certain advances are callable in 2004 and 2005.

{3) Pertains to noncancelable lease agreements in effect at September 30, 2004, pertaining to banking premises and equipment and future
minimum rent commitments. The leases contain options to extend for periods from two to ten years.

Impact of Inflation and Changing Prices

The consolidated financial statements and accompanying notes presented here have been
prepared in accordance with accounting principles generally accepted in the United States of America
(“GAAP”). GAAP generally requires the measurement of financial position and operating results in
terms of historical dollars without consideration for changes in the relative purchasing power of money
over time due to inflation. The impact of inflation is reflected in the increased cost of the Company's
operations. Unlike industrial companies, the Company's assets and liabilities are primarily monetary in
nature. As a result, changes in market interest rates have a greater impact on performance than do the
effects of inflation.

Critical Accounting Policies

The Notes to our Audited Consolidated Financial Statements for the year ended September 30,
2004 included in our Annual Report contain a summary of our significant accounting policies. We
believe our policies with respect to the methodology for our determination of the allowance for loan
losses, asset impairment judgments and other-than-temporary declines in the value of our securities,
involve a higher degree of complexity and require management to make difficult and subjective
judgments, which often require assumptions or estimates about highly uncertain matters. Changes in
these judgments, assumptions or estimates could cause reported results to differ materially. The Audit
Committee and our Board of Directors periodically review these critical policies and their application.
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Directors of the Company and the Bank

James N. Ball is the sole owner of Secure Futures, Inc., which has operated in Westborough for
nearly 20 years (as a sole proprietor prior to 1999). Mr. Ball is a financial services specialist and a
member of the National Association of Securities Dealers. Mr. Ball assists individuals and small business
owners in a broad range of financial decision-making. Mr. Ball is the son of Nelson P. Ball, also a
member of the Board of Directors.

Nelson P. Ball is the owner of Ball Financial Services, Co., located in Westborough,
Massachusetts. He has served as a financial services consultant for over 39 years. Mr. Ball is the father
of James N. Ball, also a member of the Board of Directors.

Edward S. Bilzerian is retired from Bilzerian Consulting Group, Inc., a privately held company
located in Worcester, Massachusetts, specializing in small business turnarounds, where he served as
president. Prior to that, he was Vice President of Marketing and Finance at Bay State Abrasive’s Division
of Dresser Industries. He has been self-employed for over 18 years. Mr. Bilzerian also serves as a
member of the Worcester Airport Commission and Chairman of the Worcester Health and Hospital
Authority.

Nancy M. Carlson is the owner and president of Suburban Staffing, Inc., a full-service staffing
firm located in Westborough, Massachusetts since 1968. She purchased the company in 1994 and has
grown in size and services to include consulting services, automated data management and conversions.
Ms. Carlson is a past president of the Corridor Nine Area Chamber of Commerce where she continues to
serve on the Board of Directors. She is a former member of the board of Directors for the Better Business
Bureau and is currently a Corporator for the Greater Worcester Community Foundation.

David E. Carlstrom is formally the President of Carlstrom Pressed Metal Company, Inc. and
now serves as a consultant to the family owned company. Carlstrom Pressed Metal is a contract
manufacturer of metal stamps located in Westborough for 54 years.

John L. Casagrande has served as the Senior Vice President and Chief Financial Officer of
Westborough Bank since 1993 and of Westborough Financial Services since its inception in 2000. He
joined Westborough Bank after having been employed as a senior bank officer and certified public
accountant for over 15 years at various times by several financial institutions (including mutual and stock
institutions) and the accounting firm of Peat Marwick. Mr. Casagrande has been serving as Clerk of
Westborough Financial Services since 2001. Mr. Casagrande serves as a director of the Massachusetts
Bank Insurance Association, a division of the Massachusetts Bankers Association.

Benjamin H. Colonero, Jr. has served as chief financial officer and executive director in the
healthcare industry for over 20 years. Mr. Colonero is currently the executive director of the
Westborough campus of the Salmons Family of Services, which serves the health and social needs of over
400 seniors.

William W. Cotting, Jr. has been an attorney in private practice for over 20 years. His practice
is primarily devoted to tax law, trusts, and real estate. His practice is located in Shrewsbury,
Massachusetts.

Robert A. Klugman, M.D., F.A.C.P. has practiced general medicine in Westborough,
Massachusetts for over 20 years. Dr. Klugman is currently an Associate Professor of Clinical Medicine at
the University of Massachusetts Medical School as well as Division Chief of Community Internal
Medicine at the UMASS/Memorial.
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Roger B. Leland has practiced estate, tax and real estate law at Leland Law Associates for over
30 years. During that time, he also served as an insurance broker, selling life and casualty insurance
products, through Leland Insurance Agency, Inc. Leland Law Associates and Leland Insurance Agency
are located in Northborough, Massachusetts. Mr. Leland is the father of Jeffrey B. Leland who has been
nominated to serve as a member of the Board of Directors.

Joseph F. MacDonough has served as President and Chief Executive Officer of Westborough
Bank since 1994 and of Westborough Financial Services since its inception in 2000. He joined
Westborough Bank in 1981 and served as Vice President and Treasurer until his appointment as
President. Mr. MacDonough serves on the Board of Directors of the Massachusetts Bankers Association.

Jeffrey B. Leland is a nominee as a new director at the 2005 Annual Meeting of Shareholders.
He was recommended to the Nominating Committee by a non-management director. He has practiced
estate administration, elder law and real estate law and other general practices of law at Leland Law
Associates, P.C. for 13 years. At the same time, he has also served as an insurance broker selling
property and casualty insurance through Leland Insurance Agency, Inc. Both Leland Law Associates,
P.C. and Leland Insurance Agency, Inc. are located in Northborough, Massachusetts. Mr. Leland is an
officer and director of both of the corporations. He is also the son of Roger B. Leland, a member of the
Board of Directors of Westborough Bank.

Paul F. McGrath is a certified public accountant and has served as President of Mottle McGrath
Braney & Flynn, P.C. for over ten years. Mottle McGrath is a certified public accounting firm, located in
Worcester, Massachusetts, that provides accounting, tax and business advisory services throughout central
New England.

Charlotte C. Spinney is a retired social studies teacher. Ms. Spinney taught at Westborough
High School for 41 years and, during that time, she created the curriculum for the community service
component of the school’s Sociology course.

Phyllis A. Stone served as Vice President and Treasurer of Comey Qil Co., Inc., located in
Westborough, Massachusetts, for 13 years prior to her retirement in 2001. Ms. Stone served in various
other capacities within Comey Oil for over 30 years. Ms. Stone is currently President of Schenker
Properties, Inc., a real estate holding company based in Westborough, Massachusetts. She is past
Treasurer of the Regatta Point Community Sailing Inc. of Worcester, Massachusetts.

James E. Tashjian is a partner in the law firm of Tashjian, Simsarian & Wickstrom, located in
Worcester, Massachusetts. He has engaged in the general practice of law for over 30 years.
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-‘ ~ OLF Certified Public Accountants

& COMPANY, P.C. and Business Consultants

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders of
Westborough Financial Services, Inc.

We have audited the accompanying consolidated balance sheets of Westborough Financial
Services, Inc. and subsidiary as of September 30, 2004 and 2003, and the related consolidated
statements of income, changes in stockholders’ equity and cash flows for the years then ended.
These consolidated financial statements are the responsibility of the Company’s management.

Our responsibility is to express an opinion on these consolidated financial statements based on
our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting |
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion. :

In our opinion, the consolidated financial statements referred to above present fairly, in all
material respects, the financial position of Westborough Financial Services, Inc. and subsidiary
as of September 30, 2004 and 2003, and the results of their operations and their cash flows for
the years then ended in conformity with U.S. generally accepted accounting principles.

71/9’%%‘@477 .

Boston, Massachusetts
October 29, 2004

99 High Street * Boston, Massachusetts + 02110-2320 + Phone 617-439-9700 « Fax 617-542-0400
1500 Main Street « Suite 1908 * Springfield, Massachusetts « 01115 + Phone 413-747-9042 « Fax 413-739-5149
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WESTBOROUGH FINANCIAL SERVICES, INC. AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS
September 30, 2004 and 2003

(Dollars in thousands)

ASSETS
' 2004 2003
Cash and due from banks $ 4,528 $ 4,190
Federal funds sold 3,584 6,024
Short-term investments 1,059 1,687
Total cash and cash equivalents 9,171 11,901
Securities available for sale, at fair value 72,959 87,590
Federal Home Loan Bank stock, at cost 2,042 1,250
Loans, net of allowance for loan losses of $950 in 2004
and $911 in 2003 165,288 141,557
Banking premises and equipment, net 6,437 6,708
Accrued interest receivable 1,050 1,179
Deferred income taxes 765 93
Bank-owned life insurance 5,746 5,293
Other assets 552 551
$264,010 $256,122
_ LIABILITIES AND STOCKHOLDERS' EQUITY
Deposits $211,710 $215,898
Short-term borrowings 3,500 -
Long-term borrowings . 18,000 9,500
Mortgagors' escrow accounts 312 208
Accrued expenses and other liabilities 1,783 1,798
Total liabilities - 235,305 227,404
Commitments and contingencies (Note 13)
Stockholders' equity:
Preferred stock - $.01 par value, 1,000,000 shares authorized,
none outstanding - -
Common stock - $.01 par value, 5,000,000 shares authorized,
1,589,574 and 1,586,174 shares issued and outstanding in 2004
and 2003, respectively 16 16
Additional paid-in capital 4,843 4,706
Retained earnings 24,198 23,325
Accumulated other comprehensive income 159 1,290
Unearned compensation - RRP (10,859 and 14,659 shares, respectively) (209) (288)
Unearned compensation - ESOP (30,202 and 33,149 shares,
respectively) (302) (33D
Total stockholders' equity 28,705 28,718
$264,010 $256,122

See accompanying notes to consolidated financial statements.
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WESTBOROUGH FINANCIAL SERVICES, INC. AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF INCOME

(Dollars in thousands, except share data)

Years Ended September 30,
2004 2003
Interest and dividend income:
Interest and fees on loans $ 7,859 $ 7,983
Interest and dividends on securities:
Taxable interest 3,409 3,656
Non-taxable interest 61 70
Dividends 118 257
Interest on federal funds sold 33 93
Interest on short-term investments 14 24
Total interest and dividend income 11,494 12,083
Interest expense:
Interest on deposits 2,323 3,271
Interest on Federal Home Loan Bank advances 639 610
Total interest expense 2,962 3,881
Net interest income 8,532 8,202
Provision for loan losses 70 -
Net interest income, after provision for loan losses 8,462 8,202
Other income:
Customer service fees 661 563
Gain (loss) on sales and calls of securities, net 159 121
Gain on sales of mortgages, net 100 33
Miscellaneous 245 191
Total other income 1,165 908
Operating expenses:
Salaries and employ